Global Views by Bill McQuaker, Head of Equities

Investor faith in equity products has been sorely tested following a dismal decade of
returns. During this period, the close correlation of different asset classes, and two bear
markets in quick succession, appear to have all but shattered the concept of the ‘buy and
hold’ investment strategy for many investors.

Equities are not expensive

The world has become a much more volatile, less predictable place and is likely to stay so for some time.
Against a troubling backdrop, there is, however some good news for equity investors. Over the last ten
years, we have seen the valuation premium for equities effectively disappear. Looking at the chart below on
current versus long term valuations, it is clear that equity valuations at the beginning of the decade were
looking horribly overvalued on a price/book basis.

Whilst no longer in the territory that we would consider as ‘stunningly cheap’, we believe equities still appear
good value, especially if investors believe markets can continue to grow over the next few years. Therefore
with judicious management, we believe there will be opportunities for investors to make money on a 12-
month view.
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Improving company data offers encouragement

At the corporate level, economic data and earnings reports have been consistent with the macroeconomic
recovery story. For the first time in this cycle, sales growth is emerging from a variety of European
companies in a wide number of sectors. Many of the earnings upgrades last year were a result of aggressive
cost cutting, but this can only prop up a firm’s balance sheet for so long before having a negative long term
impact. It is therefore encouraging to see sales growth starting to return. The next step for companies is to
demonstrate their profits are not predicated solely on the emerging markets boom and that sales growth is
becoming a feature both domestically and within the G7 countries.
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Does recent equity market volatility represent a bu  ying opportunity?

The chart below shows the current recovery (blue line) plotted against the last six ‘bear market’ recoveries
(red line). Up until recently, we were running ahead of the six-bear average, meaning that markets had
responded better than anticipated to fiscal and monetary stimulus measures. The recent market dip
highlights an opportunity to buy into equities now but investors should tread carefully given that there is still
what a chance that the Eurozone debt crisis may deteriorate. That said, we think that the odds are tilted
against the worst-case outcome, partly because governments and economists appear to have learned from
the Lehman Brothers experience and policy makers are no longer as willing to accommodate risk-taking.

Source: Moneymovesmarkets.com, May 2010

In an inflationary environment, bonds will suffer

Fixed income assets are sensitive to underlying inflation, which erodes the real value of the cash promised
under the terms of the bond. As economies return to growth, interest rates and inflation have historically
displayed a tendency to rise. Going forward, the outlook for inflation remains a genuine concern. Inflationary
pressures have been building since the beginning of the last decade, before the global recession intervened,
resulting in falling oil prices which delayed inflation. We are only slightly more than a year into an economic
recovery and already we have seen inflation pressures surface in emerging markets.

We think that markets are behind the curve, a high level of inflation is not a problem on a 12-24 months view
but by 2012, inflation would become far more noticeable and policymakers will be forced into taking some
meaningful measures. We continue to view gold related stocks as a useful hedge against any further
weakening in market sentiment. It also has a place within our portfolios as it offers us exposure to a more
inflationary climate.

So where are the opportunities now?

Three areas stand out as being of interest either at present or further down the line: technology, Asia and, in
contrarian fashion, Europe. We think that the technology sector, an area of the market that has largely been
ignored by investors over the past decade, has the potential to do very well in the current climate, and is
likely to be one of the few areas to show sustained revenue growth in 2010.
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The technology sector taken as a whole has more defensi  ve qualities than demonstrated during prior
downturns , and provides a degree of protection against a possible stalling of the economic recovery. One
of the outcomes of the tech bubble was a systematic ‘weeding out’ of companies with weaker business
models or poor quality management. This in turn led to the sector as a whole becoming much more focused
on recurring revenue, realistic earnings forecasting and improved inventory management. On average, most
companies in the technology sector have healthy balance sheets, typically with high cash balances and little
debt. In fact, the sector currently trades at a beta less than one, making it less risky than the market overall.

We still hold the view that Asia is the region with the strongest growth potent ial. Asia is by no means
immune from market volatility, but companies within the Asia Pacific region did not suffer the same structural
problems experienced by their Western counterparts. As a result, government spending was focused
primarily on developing infrastructure as opposed to corporate bailouts. There is also a notable currency
angle to be gained from investing in Asia, and we believe that China’s decision to soften its stance on the
yuan’'s peg to the US dollar, a stimulus measure that had been in place since 2008, will lead to a broader
appreciation of Asian currencies. The potential for Asian currency revaluation makes it harder for Asian
investors to reap the same rate of return from global equities as they do from local equity markets, because
losses on foreign exchange offset their gains.

Source: Datastream, 31 December 1996 to 31 December 2009

As we wait for the dust to settle on the Eurozone debt crisis, Europe remains the wildcard . The weak euro
has been positive for exporters and it appears that after slowing towards the end of last year European
growth reaccelerated in March and April. We expect future growth will be more pronounced in Europe’s core
markets, such as Germany and France, where consumers are less leveraged and unemployment risk is less
pronounced. Germany in particular, has a strong growth outlook. Europe’s periphery remains much more
complex and problematic. Yet, just as Europe was dragged down by concerns over sovereign debt
contagion, should the UK provide investors with reassurance that fiscal deficit problems can be addressed,
Europe could yet benefit from a sharp improvement in sentiment.

The travails of the last few years have forced efficiencies across many companies. Gloomy headlines
regarding belt-tightening and possible economic slowdown play into the hands of companies as employees
are less aggressive in wage demands. With costs held in check, more revenue drops down to the bottom
line, making consensus earnings growth forecasts for European companies eminently achievable.



Summary

Despite a more positive outlook on equities, we remain cautious as Europe’s sovereign debt concerns
continue to weigh heavily on sentiment. But we still take the view that, with judicious portfolio management it
is still possible to make money out of owning equities in the next five years, by being in the market at the
right times and also being able to ‘take risk off the table’ during the inevitable bouts of market weakness.

Bill McQuaker, June 2010
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